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The beow paragraphs r.Ljriesent the Government's profit

jiOlicy as it currently exists in the Federal Acquisition

* ie-julation (P AR)

It is in the Government's interest to ofifer con-
tractors opportunities for financial rewards suf-
ficient to (1) stimulate efficient contract per-

M fczaance, (2) attract the best capabilities of
qualified large and small business concerns to
Governwent contracts, and (3) maintain a viable
iiiustrial base.

Eoth the Governstnt and contractors should Ie con-
ccrned with profit as a motivater of efficient and
effective contract p er foarma nce. Negotiations
aime-d merely at reducing prices by reducing prof-
it, without prcler recognition of the function of
jrofit, are not in the Goverusent's interests.
Neqotiation of extremely low profits, use of his-A
torical averages, or automatic application of pre-
determined FercC-Ltages of total estimated costs do
not pruvide proj .r mativation for optimum contract
jperformince. With the exception of statutory
ceilings on proiit and fee, agencies shall not (1)
establish dministrative ceilings or (2) create

A ~adiainistrative Lrocedures that could be represent-
4Ed to contractcxs as de facto ceilings. Ei
15.901 11)- (c)]

This policy statement is supplemented with a Department

ot Dcfenje (00D) statemeat as indicated below:

Furthermore, low average profit rates on defense
% . contracts overall are detrimental to the public

interest. Effective national defense in a free
enterprise econczy requires that the best indus-
trial capabiiities be attracted to defense con-
tracts. These capabilities will be driven away
from the defense market if defense contracts are
chiracterized Ly low Frofit opportunities. Con-

-2-
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segJuently, negtiAtions aimed merely at reducing
Frices by reducinj profits, with no realization of
the function of 1rofit, cannot be condoned. For
each contract in which profit is negotiated as a
separate element of the contract price, the aim of
nejotiation should be to employ the profit motive
so as to impel effective contract performance by
which overall costs are economically controlled.
Io this end, the profit objective must be fitted
to the circumstances of the particular acquisi-
tion, giving due weight to each of the effort,
risk, facilities investment, and special factors
set forth (in weighted guidelines). This will re-
sult in a wider range of profits which, in many
cases, will be significantly higher than previous
norms. (2: 15.90 I]

The aLcve Eolicy statements indicate that it is the Gov-

ersi,ment's telief that profit is the basic motivating force

* Lt2,ind the contrdctor. lhere is an implied assumption on

the part of the Government that the contractor will be prop-

erly motivated if given the op portunity to increase his

erofits. 7he contractor, Ly accepting the contract, appears

to be agreeing with the Government.

brijadier General Bernard L. Weiss, USAF, recently indi-

catAd that large corporate DOD contractors should be treated

as "public utilities" and implied that these corporate gi-

ai.ts have a acnoFoly over the supply of their unique defense

pioduct while the consumer (DOD) has little if any power

over the contractor to refuse the product at the contrac-

tul's price once Congress has authorized the program and ap-

-3-



prupriat$Jd funds. Fuirthermiore, General Weiss indicated that

LcJri-orat$2 prifit goals are to attain adcjuiate levels, not

adequdte rates. CS]

iEreiu lies the dilem. Are contractors strictly moti-

vatted by the "profit motive" as the Governmentts profit po1-

i..;y imilius, or are the contractors motivated by some other

f rcc.-? Clo arly, it is the belief of' Government and DOD

policy akers that profit maximization is the prize industry

inotivater for improved petformance. Additionally, 'it is

cluar that is is DOD's intention. to use profits to motivate

cosatractor performance. Thbe purpose of this paper is to ex-

aore the Vrofit motive dnd examine those forces which act

to ijotivate dnd influence ccntractor's performance.

To gain a Letter understanding of the present profit pol-

icy, it would be helpful to briefly examine the historical

dtvelopment of this pclic .

2. HISTORICAL gjff§ZETI!f

listorically, purchasingj by the Government has been on

tLet~ dais cf irice competition and as such negated any need

for a profit policy. It was felt that the competition in

tiL market jlace amozij inde;pendent contractors would result

-%4
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it the Government receiving a fair and reasonable price.

24: 23 

-

Cost-plus-percentage-of-cost (CPPC) contracts were used

r• ularly during the 1930's. & general lack of competition

resulted in an increase in the number of contracts negotiat-

el in either expected or actual costs. t5: 187 -In a CPPC

coi, tract, the Frofit or fee is determined by applying a

fixcd piercentage to the costs incurred. Therefore, as costs

iacreased, so did profits. If costs decreased, profits also

full. The contractor was therefore motivated to actually

iacrease his costs! Respondinj to 'public pressure, Congress

px-ssed numerous legislative actions designed to control

aijuses such as CPPC contracts. For example, the Vinson-

'rramme.il Act of 1934 limited profits to ten percent on Navy

sips and aircraft and reguired audits and inspections of .

contractor records. [: 22]

The potential for contractor fraud, waste and abuse sur-

fact.d again durirq World War II with a shortage of supplier

cka.city, resultinj in the Renegotiation Act of 1942. This

Act called for tI.e renegotiation of both prime and sub con-

tracts in excess of $100,000 and made possible the recovery

o-- cxcessive jrofits along with unallowable costs. The Be-

-5-
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nejotiation Board also established profit as a percentage of

suics on individual contracts as the measure of profitabili-

ty.

2.1 Initial Policy Statement

Trhc first fcrmalized jolicy statement addressing profit

,i,,pears to have Leen included in the Armed Services Procure-

m,,t Act of 1947 which states that for negotiated contracts:

The fee for performing a cost-pl-s-a-fiied-fee
contract for excerisental, developmental, or re-
search work may not be more than 15% of the esti-
mated cost of the contract, not including the fee.
The fee for performing a cost-plus-a-fixed-fee
contract for arci.itectural or engineering services
for a public acrk or utility plus the cost o
these services to the contractor may not be more
than 6% of thE estimated cost of that work or
project, not including the fee. The fee for per-
fcrain9 any ott.r cost-plus-a-fixed-fee contract
may not be more than 10% of the estimated cost of
the contract, nct including the fee. [7: 251J

There were no statutory limits placed on profits under fixed

z:ice contracts, except as those which may have been consid-

cre, as "excessive" by the Renegotiation Act.

A more general profit kolicy statement also appeared in

tiu Ar ed Services Procurument Regulation (&SPR) in 1947 as:

The Department cf Defense must apply contracting
folicies and methods designed to create an envi-
ronment in which industry can realize profits on
defense business which are high enough to give
reasonable assurance of long term availability to
rOD industrial suppurt by the best companies and

-"b -
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tc enaLle those defense contractors to attr ct
- sufficient e uity and borrowed capital. C8: 25"

Durinj the 1950's, the frofit policy outlined in ASPI de-

Yv~aoe, into a narrative fora which lacked specific guid-

earcc on the relations ipij tetween profit elements to be con-

.ideired when arriving at the ajpropriate profit level for

n,.4otiatud contracts. Nine prafit elements were identified

1. EffeCtive competition;

2. Degree of risk;

3. Nature of work to be performed;

4. Extent of Government assistance;

5. Extent of contractorls investments;

6. Charactet of contractor's business;

7. Contractcr performance;

8. Subcontracting; and

9. unrealistic estimates. £4: 30

li.e vacikd uature of these nine profit elements and amount

or zutjectivity inhe.rent in evaluating each element without

:yaccific guidelines, jalh the contracting personnel's task

wire difficult than was necessary. The predominant factor

w.,a tLh, "histcrical rate" established on previous contracts.

£hc% coitrdcting cfficers used the dbove nine profit elements

* % S..-*.7



o.y to adjust profit rates to fit specific procurement

si t ationS. [8: 27

Inadeqjuacies in a formalized profit policy continued and

bucame visible in the early 1960's. The Senate Committee on

Givrnmnent Oeratians (also known as the McClellan Commit-

t:), while investigating a DOD missile program, found that

pixae and sub contractors were pyramiding profits and thus

wc.-e Leing paid unearned Frofits. C4: 30] The results of

this investigation and sutsequent publicity resulted'in the

Logistics Managesent Institute (LMI) being tasked to study

.OD's proiit Folicy. The cLjective of this study was to:

Dcvelop a rational, workable, uniform and equita4
lie approach to target profits which will result
in a wider rangc of profits. The study aims to
develoi specific guidelines to assist contracting • -
Fe'sonnel in arriving at appropriate profit rates
to f urther national and departmental interests
utilizing the krofit motive of DOD contractors.

2.2 weiqjhted Guidelines

in August 1963, the Department of Defense implemented for -.

the first tie the "weighted juidelines" approach by revis-

iij the ArmrA 3ervices Prccurement Regulation. C7: 252)

Wuightel guidelines were a direct result of the first LNI

study. L: 27J The gaidelines were intended to ensure con-

, • -8-
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-deration was made of the relative value of appropriate

IActors in initial establishment of a profit or fee objec-

tive. The evaluation factors to be considered were:

1. Contractor input to total performance;

2. Contractual assumption of contract cost

risk (typE of contract, reasonableness of

cast estimates, difficulty of contract

task);

3. Record of contractor performance;

4. Selected factors (source of resources, spe-

cial achievement) ;

5. Special irofit consideration (development

of military items without Government assis-

tance). [7: 2523

Although weighted guidelines was considered an improve-

'"r.t over prior Laethods and represented a new method to de-

tucmine profit, three characteristics basic to the old sys-

tuim remained intact. FiLst, assignment of the basic fee

rat, was Lascd on the personal judgement of the contracting

o i.Ic,.. Second, the fte rate was based on the estimated

cast of tle contract. Finally, the fee rates failed to con-

s] er the contractor invustment in plant equipment or work-

-9-



iaj ca~]ita1. £: 19-20J Additionally, ASPR was again re-

viLjd to ref lect the now Frofit policy:

It is the policy of the Department of Defense to
utilize profit to stimulate efficient contract
perf ormance... Negotiation of very low profits,
the use of histcrical averages or the automatic
application of a predetermined percentage to the
total c.stimated cost of a product, does not pro-
vide the motivttion to accomplish such perform-
ance..... The iErofit objectives must be fitted to
the circamstanccz of the particular procurement,
giving due weight to t#zach of the performance,
risk, dnl other tactors. L: 2529

dei-jhtEd guidelines drcw mixed reactions and was thje sub- --

je ct of a~ great deal of study during the 1960's and 19701s.

* ~Concern existed over declining profits, low productivity

within defense iniustriez and an eroding industrial baseJ

In analyzing the results du~d impact of weighted guidelines,

a PAAL Corporation St~idy in 1969 concluded that:

1. M'ost firL; had higher tarqe. fee rates af-

ter intro.luction of the weighted guidelines

approach, but average realized fee rates

("coingn~-out" rates) appear to have re-

mained aLcut the same.

2. The weijlted guidelines method resulted in

s[)readintj the distribution of going-in tar-

get fee rates.

- 10 -



3. The objective was achieved, if the goal if

the metfic wds to increase profit opportu-

nities, regardless of whether or not they

were achif-ved, by providing higher levels

of target fees.

4~. The goal was achieved, if the goal was to

provide a wider distribution of average

fees.

5. The goal was not achieved, if the gdal was

to increase actual fees, rather than target

fees.

6. Results ajpudr to have been mixed and od

the whole unsuccessful, if the goal was to

raisc the profitability of defense invest-

aent. L7: 256-2573

*It app~ears clear from the above discussion, ini the author's

op irniola, that tine purp~ose and goals of the weighted guide-

lii.Cs apj rcach were not fully understood. I

•.° ."



2.3 Prof it 76 (DP 76=2)

Ute ldst significant study concerning profit and profit

po~clicy wis called "Profit '76". Chartered in May 1975 by

the ASSiStant Secretary of Defense for Installations, Vii-

liIm P. Clesents, ani chaired by Brigadier General James V.

Stai sAcrry, the goal was to "develop any policy revisions

cii.sidered necessary to cncouirage private investment in

et~ji~iut dud the associated reductions in cost." Fi: 373

Thiis appears to te another way of saying "reduce DDacqsi-

sition costs." The study eventually lead to a change in DOD

r~v-ulatiors entitled Defense Procurement circular 76-3 (DPC

Assistant Secretary CILe~etS and Brigadier General Stans-

LcL~cy reccgriized a need tc conduct research to analyze earn-

iiiqs and capital investments, determine contractors" profit-

a~ik~iity iii loth defense and non-defense industries, analyze

c.)itractor motivations lEdding to investments designed to

iricrease Froductivity and lower cost, and finally, develop -

1 rufit objectives designed to stop the apparent defense in-

3ustrial base~ erosion. E: 29-293 The results of the study

cind LF0 76-3 made two majcr changes to DOD's profit policy

iLi the hopes cf raising t0e level of contractor facility in-

- 12 -



VLtLfntS for tht defense industry. The first modification

Allowcd the Level of facility investment to be recognized by

thL Govurnment contracting officer in reaching a prenegotia-

tion Irofit otjective. Stcondly, it permitted the imputed

iitcre..t cost of the contractor's facility capital invest-

m3unt, ai measurcd in acccLIance with Cost Accounting Stan-

duLd 414, to be used as an allowable cost on most negotiated

contracts L: 29-31::

In the author's cpinicn, DPC 76-3 appears to Le the

cijound work for the weightcd guidelines in use today. While

tier Lave Leen additicnal changes made throughout the

years, they have all ben designed to adjust (increase ot

diecrease) wLights assigEd to various criteria used in de-

turmiLin, grofit (i.e., DAC 76-23).

The same ccrcerns which existed in the 1960's and 1970's

continue tc exist today. As RADR J. S. Sansone, Jr., SC, - .

U :i, indicated on 12 July 1964, recent research studies have

v:L'ifidd:

1. An eroding defense industrial base;

2. A limited surge/mobilization capability;

3. Capital investment in the Defense segment

is low;

- 13 "
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. . . . . . . . . ...-.....

4. Productivity growth has been very limited;

5. Profit pclicy (DAC 76-23) has not motivated

contractors to make significant capital in-

vestment s;

C. There are general misunderstandings of the

DOD finance policy, both within Government

and the irivate sector. [91

A.:cordinj to EADM Sansone, the harsh realities experienced -

by the U.S. industry is that operating profits hAve de- -

ctiined while cost of capital has dramatically increased.

19- It is otvious that, iL the author's opinion, the current

profit policy is not as effective as originally intended.

3. CONTIBRCTCR NOTIVAIOQ

j'Lofit ccntinued to be the driving force in contractor

motivation The Defense Acquisition Regulation (DAR) stat-

It is the jolicy of the Department of Defense to
utilize: profit to itimulate efficient contract
performance. Profit generally is the basic motive
o Lusiness eatirprise. The Government and de-
fense contractors should be concerned with har-
"ncssinj this motive to work for more effective and
economical contract performance. [: 3-808.1 ,

- 14 -
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3.1 Profit aliization-'-

In addition to DOD's profit policy, there appears to be a

r at deal more support to indicate that profit maximization

iL the single most motivating factor for defense industries.

Most undergraduate and graduate level economics, finance and

Lusiness ccurses are structured around the principle that a

Lirwl' desire is to maximize profit. As Gerald T. Nielsen

inlicatei, "most business oriented decision makers today

have leen so ingrained with the principles of profit daxiui-
z~ttion thdt the concept seems almost intuitively obvious"

r
L5: 22J.

Un c the classical "irofit maximization" assumption)

contractozs are expected to shun lower fee effort in favor

0 an arrangement that permits higher profit potential

5). Dr. Peter Drucker, a strong advocate of the classical

profit motive, indicates:

Production for Frofit is the principle of ration-
ality and efficiency on which the corporation must
Iase itself..... And the demand that some cri-
terion other than profitability be used as a de-
tecainant of eccnomic actions rests on a misunder-
standing of the nature of the economic
'process.. C12: 231-232-].

In addition, Julius Jcnes and Russell Pierre, in an Air

FjL~ce Institute of Technolcgy (APIT) thesis found profit to

- 1 5 - .: "
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b _ tk~c prize industry motivater. Profit maximization stood

ofit as the sinygle most imicrtant factor motivating the fifty

i,frDS iLdustry firms surveyed, vith sales maximization,

*tiLm fpcrpetuation, and attainment of certain socioeconomic

j'iis il% ntified as additicnal sub-goals [13.

Finially, the DOD and Ndtional Aeronautics and.Space Ad-

aii.istration (NASA) Incentjive Cogtrgctin Guide states:

1he profit mative is the essence of incentive con-
tracting. Incentive contracts utilize the drive
for financial gain under risk conditions 'by re-
warding the contractor through increased profit
for attaining cczt (and sometimes performance and
schedule) levels more beneficial for the Govern-
sent than expectel and by penalizing him through
reduced profit for less than expected levels £j'4:
1-23.

3.2 Rx1Kggr1Xctua1 ftoti es

Ccntrdctors do not necessarily seek maximum profit on

%.vvry co;atract. There dio exist other motivational forces,

sich as concetns for follow-on business, growth opportuni-

ties, or iMJ;[oVCMCnt of corporate image, These are often

cilled '*xtr.tcontractual mtiviters" C7: 19f The U.S.

cuision on Government Frocurement indicated that "some-

tiiis extracontrictual influences may operate in a counter-

vailii,; manne-r with the ccntraictual objectives specified in

- 16 -



tht contLact. Government agencies generally accept the con-

cupt that these extracontractual aotivaters are often beyond

tlhe control of the Government" C7: 1957. But are they re-

ally Leyond our contrcl? What exactly are these extracon-

tLACtUal motivating factors and cannot the Government, once

idcrntified, use them to their own advantage?

A study ccnducted by the Logistics Management Institute

(LtI) indicated that:

There is virtually unanimous agreement amoAg man-
agers and analysts who have studied overall con-
tractor motivation that, in the short run, con-
tractor managemert does sacrifice short run profit
cn defense business in favor of achieving:

1. cojiany growth,

2. increased share of the industry mar-
ket,

3. a better public image,

4. organizational prestige,

5. carry-over benefits to commercial
business (commercial spinoffs),

6. greater opp~ortunity for follow-on
business, or

7. greater shareholder expectations for
futuLe growth and profit £15: 8."

Furthermore, the LMI study indicated that a company will be

willinj to accelt a loss (cr lower profit or fee) if doing

so will prcvide an opportunity to:

-17-
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1. gain COmj:etitive advantage by engaging in
developmc.ntal effort in areas of potential
future business,

2. acquire or retain competent personnel in
scarce disciplines,

3. spread fixed costs over a substantially
broa .er lase, or

4. prevent d potential competitor from gaining
entry to the market r15: 8J.

nr sumiwry, the IMI study states:

Whether manageuert is operating in the company's

interest or for its own personal gain, it does not

attempt to maxisize profit or fee on individual

ccntracts. It attempts to optimize among many ob-

jectives, placing particular stress on those which

contriLute most to maintaining or improving market

position and assuring the future strength of the

firm. The drive far profit is not absent, but is

constrained Ly dims which ultimately are more con-

se]uential 15: 91.

Firms do indeed have acre objectives than just profit.

a any given contract, a ccntrdctor could have any of a num-

bir of objectives in mind. kl other things being equal, a

firm would tend to perform well on a contract it had just

- 18 - .- '
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,ij, d. iHowe-er, as Dr. obert F. lilliams pointed out in a

cx-cent article entitled "Sc What Does the Defense Contractor

Really Want?", a firm has, as a higher order, its own set of

oijectives and is first motivated to maximize its own ben-

tLit-cust ratio [6: 2.7. A firm may for example, find

tLis ratic higLer for the performance of one contract than

far a second contract in its plant at the expense of the

Li.,cond, or it may find that completing a Government contract

could threaten its survival.

Dr. Williams' study indicated that Government personnel

perceive the crdtr of importance of defense industrial con-

tzactor objectivcs to Le in the order indicated) profit on

.iales, comraiiy survival, improved cash flow, development of

domii, ant industry position, and return on investment. These

oijectives were followed by company growth, providing a good

poduct, and finally Fublic image [16: 257.

On the cthcr hand, industry teliefs about its objectives

hu'ro guite different. Irdustry personnel felt that provid-

iij a good iroduct was by far the most important objective,

followed Ly maintaining a long term continuing business re-

li tionship, improved cash flow, profit, and development of

i,,-w cak.aLilities. T.,ese were followed by public image and

ii,lly the use of excess capacity C16: 25.1.

":19 -
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I.

;he 1 uthor Ltlieves that there should be more weight

jivun to the concept or kuLlic image as a motivational tool

titan either the Governmeit or contractors are willing to ac-

cui0t. Quality has Leen neglected in American industry over

the year... Both Government ail industry are just now waking

up tc the nced to imqrov* juality. There are a. number of

IQ isons tor this, includi.g: Af increased awareness for the

cLriticdl need to imprcve reliability; to be able to compete

with foreign manufacturers; and the eventual cost savings -

t.roug., imroved 4uality Ly reduced rework time and less

L-d F Ihis idea of improving the "corporate public image"

t!,rcugh im[zoved .iuality is also evidenced by Ford Noto

CJiapaLj'S thege of "Quality is Job 1" and the introduction

of "Quality Circles" into many of the nation's industries.

Additicnally, the authcr believes that corporate prestige

a; a motivaticnal tool shoul:] also be given increased con-

diteration, articulirly when dealing with award fee con-

ti acts. Cne senior Navy Department policy-maker suggested

that "corjordte imanagement views the Fee Deteraination Offi-

ciil findings more as a report card than what the award fee

contributed to the bottom line." Another corporate officer

ior a large Navy contractor confirmed this view, with some

- 20 -
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r~ ;-V.t Loris, j .]i~aLiiLq ti-it "thO SCOra, or ,rade, is in-

0 ~ta nt to U '; ilt I C-11. t s.11 t hat it's more importanlt than

t. £i Cf the award iroo the (awaird fee) pool."

i n thkcir thc;.Th, Aoi A; c-cssjient of Factirs Which dotivate

Aiv ;tractors, Hic~~ a~r1adioward Cartwright in-

K.:~. t !,at coilLL:xActor ).Ljt.;Jiv es can be dividel into ccn-

1tilobj.:ctiv!.- az,i lciij terL corpurato. joals 17: 14]

~IyihIiiCatC tIhat t.Lc ti~c catej4 ories are related in that

..:ccihkctive o1.juctivkes cf performing all Governmenut can-

tiL Acts wai A L±trltct the overall long teria corporate strat-

*~j. L11 d~liti.Jf, ti t e fr31louing primary con trdCtIJal objec-

tlv Of th .0 o£nWiat contractor have all Leen cited as

.. ~cl1~~jC U'Ijoct ivo: Compii~y growth, proviae a good

LolwUct, devt.loi :,i~, .irkct share, guarantee of fol-

I. CIA W'_L k, "Masory (d *I iLL, to control one's own desti-

Cv C iAdc.Lty, tlt-x ilk 1.ity to castomer, anll imp-)roved cash

i~wL7: 1-1.

ii .1 .d cartwr.1jit al--x iifltijit~ three methods to

:c~in~.tfst COr'tcaCtdia oljtctives of d contractar for a

~.;,.c 11c: cclitrdict. F irst , a pas t IVerf ormance review of con-

tk.cttial outce. aik I AiciatQd bellefits to the contractor



&j4,~~ e d~.utJ ~~c~ iii t hi3 a~j rouch is the necessi-

tCO W I-t Luzitil .- LtWAC,t 1-cu i., cola -let d to conduct tile r _-
v i2 w. 3ci.,A lijst if iussiile contractual objectives can

ij jrovi!cd to tLku coatv>icti. who can be re~juestec1 to rate

t.... (:itjvc in or~a,,,c j, each oLjc,.aive cis it p,.rtdined to

SL E 01 IfA.CC GL rt:Cx:k2t COr t Lac t-;. This 1"5holij list" ap-
[ C .,1, Iy lca- tj Li QSL-j zon-~es. TLe thiird method is

ly to d-3k ti.k cozt AJC t 0 t o list the top tLree objec-

ti. vs that a lirm 1L'C1e to dtt-iin by performing the contract

F7 : 5- 1 f*. i autihot sus;pects thdt a weakness in this
i~iauza~y c-,cur if ti:E co.,tractor attcmjpts to play "mind

,icv l' ii.V~ ti~o>;c oLj. ctives Lte contractors think

.c*tk.ci, woijll d l;o liko to a.ops .1uarth mathol to

.'A:il" CC1.tL-OCt:): oo jective.i. This mecthod involves eval-

it L 11'j t it 4:CIAtiditOI in terLWU of his strengjths and weak-

L.L t L k t u ioxi on v i on ~n t, the competitive environ-
t, .cC(atLiactj), cpiuaLtos in, as well ds the size and

.,. tait OL~ t jj Each of tuese factors hay shed

SI!.j..t iA ti~t coi.trac;tLK; Abjectives in terms of profit.

.' C - Ak iz; ti,. Ld.:,c ecanozy is in a recession with

I tj.1 iji. ku*. so'~~ tr thyFJS~,- a contractor



:j~ i e .-iilij to aticLx~pt a 1 lwer Frofit a±nd put increased

., asI C1 cn ,U orrAt E survival a.nd aintaiing his labor

Ice Ccnvesl~cy, i-iOJ.s of economic growth may see de-

t z.ie Ltxxctor-. williiij to aocept. additional risks in the

* i 'A cliciviijg iijie jroiits. Firms involve2d with re-

a-].d. d i eiopmoat activities way see the development of

ca,.aijlitj(.s, Laairtaiz-in. a 1orig term jusinces: ralation-

! :;iLte aii-J cstaiili.hinuj a Jcmii,.int industry position as more

-L~urtant aotivaters than jrofit. Smaller firms may 'be con-

-with cowrany survival rather than prof it. Growing

.LSO~i t j (. ot A"r h UA. I ma:y be more concern.ed With profit-.

I I i ,tuirn on Lnvet. tiaunt tiian rapidly growing or mature

f i 1i.I S oii ially, or'jani.ztions with, technically competent or

".ita t C U tLc aivt 1 caitradcts may see obtaining d dominant

-:ILIa.et 1)osit icii as ;aore ixiortint, than profit.

As ?riL*esscrs Grk-Ur dizJ Lito jpoiatel out in their paper

"I:o:tr-tct uiijz~ixess aid the Relative Profitability of DOD

"it is well Ikncwn that when the economy weakens,

~ w~tiujin d jrodth of cxcuj.s mAnufacturia-I capacity, real

,cce t.nd tc iccline with woakfzrid profit margins. As a

.L.~.....1lt JiCn iem1in falls3, firms tend to engage in vigorous

L.; e~ t i t ititiU1. lhte amount of profit reduction contrac-

-23.
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L':; aic williiLj t) ikcc t sihuld therefove be inversely re-

i it . I to ti. 'k1-.iao ill L1'tcitj litiliatian. aecau-e the

;JJ4,LMith..t iKz d lower"Lai lljyur, tcontractirnj ofiicers should

IkLL, to tike tivaiitajQ Lt situitiofls waere excess capaci-

t xi. tc Irive "hardi laiiinil and buy wcaparls systems

L 10wacL ~LOit WdCkJ Ili. iCn, Lhe other hai&Jd, when the econ-

jy i~ iiu and tLeL% ij sufficient cammi-rciaJ. and Govern-

nt~to Utilize fuli oda,;ity, ti~e Governaent must

.c- w.iliiiij to jay theL ccrtractors a prorit rate which at

1.>i.-t L0-.iCi i'~jdiity with the --omaercial se ctor. Otherwise,

. ti E ti:y wcu id 1,ive iio ince*ntive to accept Goverzi:sent ccn-

t j t.-,. Lid: 2 -75.

~'.£ic3dF. Vtc;1o:4 ; 'u'd Dr. Lanial E. Strayer propose

t...~ -i a . ioi~drily kLOit arieiztel only under economic

CJ...Aitio:.i UL. ILL uC otitior. aiid thida only whan there is

Jth- CUlJL0-. 0r tho tiriz. Ti .y are proponerits of other mq-

t i vat:. j cr;cs ' Uc az vdC,~ roduction or firm p.erpetu-

.i1. iodh OV. ~h win j waiJXulUi Profi ts as a motivating force

~~k dn t trdyrcx~~ that the drive ta maximize

i icft.i is .]ilutcl Ly the -,t2-),ratcn. of o n r a i m n g r

.L O..:. Of t1;C doiir iis L ana, ers may bw quite dif-

- 24 -



.l lilt I'LUL7 11;1 ',.I JE tLC' OW nrS. Wihile the owners may

iL.zo.L... ccucernA~ .4tll iaaxinizing their returin oil in- 7

V...t Lt, j;L Clit n.1ximi.zdtioii ha.6 been re lctced among the

:,a:.ttts Ly "jzzLfit ti.cxj"or the desire to obtain

.;_tistactury j rorits. :iJAjvLrS are held accountable for

i~or- t.. ju.;t j .of it:S; t i.t.uy are also held responsible for

rcdctcz. Ses, fiirm perpetuation, emp~loyee so-

0d. etc. BCCatiSL ifdfdLus cdA,,ot duvote their full time

t,) i-.:cfit maiizztion, tc the exclusion of all other goals,

t, t a;:o tcree;d to ensure irofits reach an acceptabily sat-

±SL~L.JIj1CVCi, Ul~u., CLI.Ccntratc on the other competing

~h11 i 'L.A C1i'Jahl has. dvtloped a hierarchy of needs

LL~ ic coij:CrJtioni which j arilcls Maslow's hierarchy of in-

.,IviduaI reLIAI JuAt a Ma-slow proposed that individuals

St~ . it iftY t he Mos.t IcIsIC hUIInAn needs first (phySioloq-

i-al ra-uls, Eaf~ty a;d s;L c ar it y nieeds, love and belonging

t, J) u.k~J thci, seek sati.Jdfctioii of higher needs (esteem,

_,0 d t Ii~atiCrA, th. e lo tc know and und ers tar.d , and

t L Lt. C 1. C4Ej ) , OPijLedahi j ro 3S'S that a cardioration seeks

to) .atisf)~ tiE raceJs ot eurviva 1, prof it, growth, market

-hl : .;;J ces t igj (in t 1.,it orl er)

-21.-



S3UEfval 1:3 tl.t. [ao.)3t L-A-ic 110EI. Once tfi, need to be a

1".b,,Ly~ c ;nccriA" has Lee n za ti.;f i i tile profit motive be-

ca. .2s the ftimary inotivdtcr ior tA1-e cororation. However,

-j: t d~iJt 1( dUon ad S t rdY CL dizcussel the cancept ot "profit

.aitii:fici.-y,16 0p~ciailii ~tend.j that profit does not always

i;ia t* iL L IAit kAXi iiZdti On. Rathor, the concept of "ade-

jaL LiLt" 6U1-fiCC-1"

Iii ter-.s of Gv1.~nZQt cantrdcts, growth is asso-
ci-itcd with MnOLL cozatracts and and larger target
co-ts. INote. th~at with the profit need satisfied,
qrcatei size contracts became the drivin; motive.
~I his 6111J te ad to explain why some firms will
sjp.nd to tariet cont an, beyond at the expneo
d shar, ratio lcss of profit. Tne other aspect of
~jrouth, nracly ti~chricdl capability, is also very-
iLl~ertant to I .]cftnLe coritractor. [lost DOD can-
tr ict 3 arC labor jhtensive azid highly t..cnical in

L 0 jz i ji Iy e.Iuca te d and qtzalified personnel
aL, vfz;y ir.7<rtant tj tLe growth of a DOD cozitrac-
tcr, tho r fo re , zscrificing prafit share may be
attractive t,) a ccftractor relative to maitaininj
'rIIsOiih to.cL,ical c.)mpetence f20: 3 5]

.11A,! t k2 ECD atid IiA A i.etiLContrqctin Guide recog-

S.c-, tii k. jiof it L jot iv~ Q I thu f"essence of incentive con-

i-skti..j,"l it a.v that other extracontractual

i &t u r.i cj Ut L.jiiticLit motivaters to the Defense ccxi-

I.,ct or. 1kvsu L'actoL:, ici. growth, new product improve-

.L tg Lt:stijc, improvt-d jublic image, social approval, na-

t LJ1.dl dELt;.JoaI ictoaLtial for follow on buisiness,



;J .C-,I A, Jlic1t ion, 'ixcz cadicities, increased pirof its

U t 1" jA: ccuitr,Ct". tiou-jl. b14trA overheAl, and excelling --

~i hc ; i cL clielck. ILI addition, DOD "recognizes

t.. it con-tiactcrs will, j~rr.,11y , ortimile, not maximize,

L.L) it tj7: A~:Eicudix 31.

' iu 1 . his b ocK A Llinlj A1;r ica: ;Iow thae U.S. !iiz§

LALL*Ij. .o~ C041tenls tL..t:

Zp[Jfit ili 110t d d.CLtnse contractor's only concern
w 1, r Lil d i icj onr oi coniducting~ a development or -

Frouction I:rojrdm. Defense contracts are'sought
to covcr payroll ad ovochead costs, and to pro-
vi~ic c012jdiq 1[ersonil w~ith the oppurtunity to de-
vclop tcchinicatl ciri] mandyceriil ski'ls useful in
Ccc~..[ilil aind dLkfc...e L'Isiness. Once a contract
is~ won, a coupacy scoeks every opportunity to add
work ai-d fur.Is tc th, pLiojram. Th.. neii for fcl-
]oa cn work is cLucial, ziricia (1) tne initial ef- -

fort tj !;c'ire- a co.tract involves a large outlay
C1ci rncY, i.1 ] (2) th,.re is usua~lly a long time
1-1,;Z Lktwukn conitra1.As or the saxe weapor, system
L21: 4671.

4. CU)NCLUSICI

C .i th~e d11i~eCU? Ijs 'L rot as a Motivational tool"

A-L ,t o 1 zi Ctio 1, T JL.sW: d a~edrs to be I'd little of

.~ lt~'2is nlo cicar cut answur to the qute-stion. While

cl is clzr tba t profit i- not t he only motivating ±orce for

~ ~r~ftcortractors, the#-L:% are tiaes when profit would

:,,i rirly Lt the iL12L- r.;3tiv~ttiofldl tool; such as jperiods of

- 27 -



k;'7cjVc.jic yr~)wtl. a.; Jiscuss'A. eLarlior. in addition,

.r i: t Lc *u t Lor's o i ;ior, that the DOD rof it policy

t.vLc itito what it is tcJay lbacaua;e it is3 relatively easy

,r co~iti"ctiiij (,fficcC!3 to u:-Jor4tanid; w-. have been so "in-

*jLaiL-.1 wi±th the princip-t--. of p~rofit iaaxiihization that the

it .i Lc wfo..e apiroji1to to thinL i pru roi t as a "sa-

tAi-c i0 rather thai, a 'li~otivater." contractors will cer-

tlii~ly 11,;t jetsi~tL Without a CLrtdin profit level. 116vever,

l.t- level oi profit is achiecved, they may not increase

* L~1~i~CCWith ditiorial :roits dlone.

It is incuicA iii;,n ti-t CO~tracting~ offiicer to recognize

ti-Iit Clt (XtL,&Coft1:i~t.d1 Motivatingq forces do in fact ex-

j~. The cofltructiisj oi ficer must exiile each contracting

.iitt.Loi. cdr-f aily .ara d ttemLyt to determine which factors

(ia djitiori to !rutit) will stimulate and motivate the con-

UL_CtcUL tc vitjrove hits poiforuaance. The proper motivational

.s.i r~i~ ust tli::i Le iihccrkhoriteJ into tite contract, and

t... c':1tz:1Ct jrc!ir~j a1aixistered to ensure effective re-

34. its~.

I t au t lie rtcmr wb.rel that inlu.3try'.3 top rated objec-

ti vus -1L tz; prcvide a *jcox proluct ALI to maintain long

? d-



*tt L~ MColitinlUiliq L;1Z1s1,s; tC.itionxiiPS. These objectives

* i. >CaLu! LClt-; CULCer& With loiLj termin rofit objectives than

.it1. sl,Ovt term objectiv,, . In the words or one Defense

* c,)i.tractor cirpozate afficcr,

lacy (contractor o1jectives) are so closely in-
tc rrt.s tud, it is dif ficult to rank one above the
ctLr c;r claim to ha.ve one objective without the
CtiLr .ori.. cc all in this basineas to make
M014EJ. ... So te saj that profit is not a primary
CLjEctivu Woula he Wrong. But it is not the only
cbjcctive .......... f course we want to survive and

I Ow. But without a good reputat~ion and adequate
jrafit! we are cut of business. All four, company
sur7vval, compaiq jruwth, promoting the company's
rctiuta Lion, azi.i irufit are primari objectives on
eCdkh ar.d overy Govcri.ment contract. No one obec
tivc i~s aoro imicrtit than the other [17: 38;yJ~

-29 -
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